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1/ 
UNITED KINGDOM: KEY ECONOMIC INDICATORS — 


Average Exchange Rate 3/ 
£1.00 = $1.74 - Third Quarter 1977 2/ 
Estimate 
INCOME, PRODUCTION, EMPLOYMENT 1977 
4/ 
GNP, Current Prices ; 128.9 
GDP, Constant 1970 Prices 5 O.7 
Per Capita GNP, Current Prices (Pounds) ‘i 2286 
Plant §& Equipment Investment (1970 prices) : ; Sef 
Personal Disposable Income (1970 prices) : ‘ . 40.5 
Indices: 
Industrial Production (1970 = 100) ‘ F . 103. 
Average Labor Productivity (1970 = 100) ° : ‘i 115. 
Average Earnings (1970 = 100) ; ; : 286. 
Labor Force (Millions) ; s 26. 
Average Unemployment Rate (%) ; : 6. 


MONEY AND PRICES 


Money Supply Roberson M3) 

Interest Rates (%) 26 6 

Indices: 7/ 
Wholesale Prices (1970 = 100) 
Retail Sales Volume (1971 = 100) 


BALANCE OF PAYMENTS 
8/ 
Gold § Foreign Exchange Reserves — 
External Public Debt2 
Public Sector Payments Abroad of Interest, 
Profits, Dividends 
Visible Trade Balance 
Balance on Current Account 
Exports , FOB 
US Share (%) 
Imports, FOB 
US Share (%) 
Main Imports from U.S. (Millions of Pounds) 
Machinery (non-electrical) 
Machinery (electrical) 
Transport Equipment 
Cereals and Cereal Products 


Footnotes: 


All figures are in billions of pounds sterling except where othe1wise noted. 
1977 estimates are tentative. 

The average exchange rate for 1975 is £1.00 equals $2.22 and for 1976 is 
£1.00 = $1.80. 

At Factor Cost. 

Three-month Treasury Bills -- average discount rate. 

Average for first 11 months of 1977. 

Ex-factory. 

Level as of November 30,1977. 

Level as of June 30,1977. 


Sources: Monthly Digest of Statistics, Oct. 1977; Bank of England Quarterly 
Bulletin, Sept. 1977. 





UNITED KINGDOM 


SUMMARY : 


Led by rapidly declining short-term interest rates, a strengthening 
exchange rate and growing foreign currency reserves, Britain's financial 
environment improved dramatically through the spring and summer of 1977. 
Yet, the performance of the real economy remained disappointing. Gross 
domestic product was sluggish as industrial production failed to demon- 
strate any strength. The demand for labor remained weak with unemploy- 
ment inching up to 6.1% by autumn. Consumer expenditure, after reaching 
a two-year low in the second quarter, showed signs of rebounding. Fixed 
investment suffered as planned cuts in public sector capital outlays took 
hold. Buoyed by North Sea oil, net exports were very strong with the cur- 
rent account moving smartly into surplus during the third quarter. The 
mainly involuntary inventory accumulation of the first half of 1977 
showed signs of correction in the third quarter. 


The strength of sterling throughout the year coupled with the weak- 
ness of world commodity prices and a marked easing of wage costs moderated 
supply side pressures on retail prices. The annual rate of inflation 
fell to 14.1% by October. This Should be a year’ of substantial real 
growth (3%) after four years of relative stagnation. Government policy 
continues to emphasize the need for wage moderation. The rate of in- 
crease in average earnings will determine whether single digit inflation 
can be sustained in 1978. Fiscal policy, based largely on reduced personal 
income taxes is mildly stimulative, while monetary policy is keyed to hold- 
ing the broadly defined money supply within a 9-13% target growth range. 

The pattern of growth will be dominated by consumer expenditure which 

should rise sharply (3-4%) as tax cuts and increased earnings spur real dis- 
posable incomes. Fixed investment should rise after declining for four con- 
secutive years as the manufacturing and construction sectors improve, Net 
exports will not be as strong as imports rise and exports lose some of their 
recent strength. 


With the consumer leading the way in 1978, prospects are excellent for 


potential U.S. suppliers. With fixed investment set to recover, producer 
goods suppliers should also find increased selling opportunities. END SUMMARY 


A. CURRENT ECONOMIC SITUATION AND TRENDS 


Financial Strength Masks Slow Growth 


After demonstrating some short-lived strength at the end of 1976, the 





British economy lapsed into a further period of sideward movement. Gross 
Domestic Product declined by 0.5% in real terms between the second half 

of 1976 and the first half of 1977 as intentionally lower government capi- 
tal expenditure, a severe drop in consumer expenditure and weakness in pri- 
vate sector fixed investment more than offset gains in net exports and in- 
ventory accumulation. Average earnings grew by just 5.5% during the first 
half of 1977, a period when retail prices were rising by 9.7%. The result 
was a squeeze on real disposable income, (down 2.4%) and a fall in real 
consumer expenditure (down 2.0%). The gap between the two declines was 
closed by a small reduction in the savings ratio (14.4 to 13.9%). Strict 
application of cash limits held the volume of current government expendi- 
ture 1.3% below planned levels. However, the principal contributor to the 
sluggish behavior of the economy during the first half of 1977 was a 10.3% 
decline in public sector capital expenditure. Since public investment ac- 
counts for about 40% of total fixed investment, it is not surprising that 
fixed domestic capital formation fell by “ ~% between the second half of 
1976 and the first half of 1977. Breaking down the figures reveals a 
small rise in manufacturing investment which was heavily outweighed by de- 
clines both in the public sector and in housing. However, stockbuilding 
turned sharply higher with the swing in inventories contributing 1.6% to 
GDP during the first half of 1977, over five times as much as during the 
prior six months. Much of this rise in inventories was undoubtedly invol- 
untary as the depressed level of consumer demand left producers and distribu- 
tors with higher than intended stocks. 


Corporate earnings continued to improve during the first half of the 
year. Adjusted for inventory appreciation, gross profits rose 25.2% from 
the level of the second half of 1976. Their share of national income, though 
still historically low, rose from 6.2 to 7.5%, as strongly higher earnings 
from North Sea oil, a precipitate drop in the rate of increase in raw ma- 
terials prices, and better export sales combined to boost profits. 


With industrial production virtually unchanged during the first half 
of 1977, the unemployment rate edged up tv a postwar record 6.1% in October. 
The total out of work stood at 1.44 million compared with 1.30 million (5.6%) 
in December 1976. Reflecting the slackness in aggregate demand, a bumper 
harvest and the strength of sterling, retail prices rose only 1.6% during 
the third quarter, the annual rate of inflation easing to 14,1% by October, 
a decline of over 3 points from the June peak of 17.7%. 


Balance of Payments 


After two sluggish quarters, non-oil trade volume jumped abruptly in 
the second quarter of 1977 only to level off again. Non-oil import volume 
climbed 4.6 percent between the first and second quarters of 1977 while non- 
oil export volume rose 7.2 percent. In the third quarter, however, non-oil 
import volume fell back 4% while non-oil export volume edged ahead 1.2%. The 
importance of North Sea oil was starkly apparent as the volume of fuel im- 
ports fell 14.1% in the year to 1977-III while fuel exports rose 36.5%. Oil 
trade was largely responsible for pushing the estimated current account into 
a 399 million pound surplus in the third quarter. 





The demand for sterling remained strong through the first three quar- 
ters of 1977 because of the extraordinary level of capital inflows which be- 
gan shortly after the U.K. accepted an IMF-approved stabilization program in 
December 1976. The steadily improving current account has doubtlessly con- 
tributed to sterling's strength. These inflows, as well as substantial of- 
ficial borrowing, have increased the U.K.'s official reserves from $4,2 bil- 
lion at the end of December 1976‘to $20.4 billion at the end of November 1977. 
Despite the authorities' active intervention, the pound has appreciated over 

% on a trade-weighted basis and over 7% in terms of the dollar from the first 
trading day in 1977 to November 30 when it stood at $1.8170 or at an effec- 
tive exchange rate of 63.5; (Dec. 1971 = $1.00, on a trade-weighted basis). 


Fiscal Policy 


The government has acted cautiously in relaxing its restrictive fiscal 
policy. Having again conditioned nearly half of the scheduled tax reductions 
in his April budget on formal trade union acceptance of a third year of in- 
comes policy, the Chancellor of the Exchequer moved in July to announce the 
government's intentions when it became clear that such acceptance was not 
forthcoming. The Chancellor said that a substantially improved balance of 
payments permitted him to approve the full 42.3 billion tax reduction, al- 
though in a form somewhat different from his original proposal. Personal 
exemptions were increased at the expense of a deeper cut in the basic rate 
of tax. In addition, contingency funds were allotted to increased expendi- 
ture on construction, the ferrous foundry, and machine tool sectors. The 
net effect of the July measures was to leave the public sector borrowing 
requirement (PSBR) estimate for FY 77/78 unchanged from its April target of 
£8.5 billion, a figure within the 48.7 billion mentioned in Britain's De- 
cember 1976 Letter of Intent to the IMF. 


Interest rates continued to fall sharply in August and September. Cash 
limits held public expenditure within planned levels while revenues were 
boosted by somewhat higher than forecast inflation. These developments, to- 
gether with the inherent crudeness of any PSBR estimate, contributed to a 
new forecast (£6.5 billion) substantially below the target figure. On Oc- 
tober 26, the government moved to take advantage of this perceived leeway. 
The Chancellor announced a further package of tax and expenditure measures 
spread over 18 months designed to inject an added stimulus of about 0.5% of 
GDP in the current fiscal year, rising to about 1% by early 1979. About 2/3 
of the £3 billion package was taken up by a 12% increase in personal tax ex- 
emptions, a b10 Christmas bonus to pensioners and tax relief to small busi- 
nesses. The remaining billion pounds came in the form of additional public 
expenditure on construction, job training, and improved child benefits pay- 
ments. The spending measures are set to come into force in the fiscal year 
beginning April 1978 and are forecast to increase employment by about 
110,000 jobs in the year to March 1979. Taken as a whole, these changes are 
cautious in that they are expected to produce a PSBR of 67.5 billion in the 
current fiscal year and 47.0 billion in FY 78/79, both well within Britain's 
commitments to the IMF. 


Monetary Policy 
The government's monetary policy has evolved over the past year and 





one-half from tacitly following guidelines on monetary growth to setting, 
publishing and defending explicit monetary targets, The target chosen was 
a 9-13% growth in sterling M3, a broadly defined monetary aggregate. 


Twice in the last 18 months the growth in sterling M3 appeared exces- 
Sive, and the government took firm measures to counter this growth. The 
first occasion occurred after the 2nd and 3rd quarters of 1976 when sterling M3 
grew by 3,2 and 3,6%, respectively. This growth may have resulted from the 
excessive issue of Treasury bills which simultaneously raised short-term 
interest rates to 15% in October 1976 (helping to support sterling) and in- 
creased the potential reserve base of the monetary system. However, mas- 
Sive sales of long-term official debt (gilts) in late 1976 and early 1977 
prevented further growth in reserve assets. As a result of these sales, 
sterling M3 did not regain its November 1976 peak until June 1977, Indeed, 
some economic analysts were critical of such monetary restraint in an un- 
deremployed economy. The government again acted to restrain sterling M3 
when foreign inflows began to swell the money supply in the spring and sum- 
mer of 1977. By October, the annualized growth of sterling M3 had broken 
through the upper end of the target range. On October 31, in an effort 
to ease this pressure, the government allowed sterling to float freely. 
Foreign inflows which had reached$3 billion in October eased to less than 
$200 million in November. 


Interest rates have fallen sharply during the first 10 months of 1977. 
Three-month Treasury bill rates fell from 14.43% in November 1976 to 4.48% 
in mid-November 1977 while yields on high coupon government bonds fell 
from 14.9 to 11.1% during the same period. 


Outlook for 1978 


Rapidly approaching national self-sufficiency in 0il, the U.K. is less 
constrained by the balance of payments as it formulates macroeconomic policy. 
This new-found freedom of maneuver has permitted the government to opt for a 
consumer-led expansion in economic activity which most observers expect to 
add between 2.5 and 3.5% to real gross domestic product in 1978. By resort- 
ing to a mild relaxation in fiscal policy to bolster real disposable incomes 
the government has not reduced its devotion to increased investment and ex- 
ports. Rather, this shift reflects a judgment that sufficient additional 
resources will be available in the coming year to permit both increased in- 
vestment and higher private consumption. The official government forecast 
of a rise of 2.9% in GDP assumes that pay settlements will converge near the 
10% government guideline. 


Examining the likely pattern of change in the major economic aggregates 
suggests that 1978 will be a year of substantial real growth. Real consumer 
expenditure should rebound after four years of decline. Indeed, the first 
evidence of this upturn can be seen in the preliminary 1977 third quarter 
estimate of a 1.6% spending rise from the second quarter. For 1978 as a 
whole, consumer expenditure may rise by between 3 and 4%. After declining 
by more than 4% in 1977 the volume of _public expenditure is scheduled to 





remain unchanged in 1978. Within that, total public expenditure on current 
goods and services is slated to rise by 0.9%, while the government forecasts 
a further drop in capital expenditure of 2.9%, although reversal of this 
trend is seen during the second half of 1978. With a less than buoyant pub- 
lic sector, one of the keys to the strength of the economy will be the be- 
havior of private investment, particularly in manufacturing industry. In- 
vestment intentions surveys indicate that the volume of manufacturing in- 
vestment in 1978 may rise by about 15%. These survey results should be 
treated cautiously in the light of their previous record of exaggeration. 
Nevertheless, current lower interest rates should spur a recovery in hous- 
ing, while higher consumer demand should encourage a rise in the volume of 
manufacturing investment somewhat above the 7% figure likely for 1977. In- 
ventory accumulation should be positive in 1978, although the rate of stock- 
building may be below that of 1977 when substantial involuntary accumulation 
occurred during the first half of the year. 


The current account should register a substantial surplus in 1978, per- 
haps 61.2 - 1.8 billion. This increase, however, will be due mainly to an 
improvement in the trade in petroleum products, and will thus represent 
in the first instance only a small addition to the demand for U.K. resources. 


With a somewhat easier fiscal policy already in place and the probabili- 
ty of some added stimulus in the spring budget, the government has moved to 
take advantage of the leeway within Britain's IMF commitments. Monetary 
policy is likely to become somewhat less restrictive. The target for money 
supply growth through April 1978 remains 9-13%. Yet, this range is higher 
than the actual growth (7.2%) during the previous fiscal year. The October 31 
"uncapping" of the exchange rate reaffirms the priority attached by govern- 
ment to preventing further inflows of foreign capital from pushing M3 far 
beyond the target band. Beyond next April, the Chancellor has spoken of 
holding the rate of growth of the money supply under "similarly firm con- 
trol". Although a similar target is not likely to apply severe deflation- 
ary pressure in a period when prices are growing a bit over 10%, it does not 
appear capable of financing sustained inflation on the order of 20%. Thus, 
there is an implicit unwillingness in the Chancellor's statement to validate, 
by means of monetary expansion, wage settlements much beyond the government's 
guideline. 


Disposable personal income will rise strongly in real terms (perhaps 4%) 
in the coming year. As noted, personal income tax reductions will add nearly 
£2 billion to take-home pay. Beyond this pre-tax average earnings are likely 
to grow at a rate in excess of the government's 10% guideline as the pressures 
built up during the 1975-77 period of wage restraint begin to unwind. An 
additional element affecting the level of consumer demand will be the behavior 
of the savings ratio. The likely improvement in the rate of inflation may pro- 
duce a noticeable reduction in the proportion of savings out of disposable in- 
come from its current high (14%) level. Until the spring of 1978, the retail 
price index will be reflecting the current slower growth in earnings, the con- 
tinuing strength of sterling and the relative stability of world commodity 
prices. As a result, by next April the annual rate of inflation may well 
have reached single digits. The behavior of prices during the second half 
of the year will be influenced by the pattern of pay settlements now being 





negotiated. Should the outcome of the bargaining result in an increase of 
about 15% in average earnings, single digit inflation will prove short-lived 
and real incomes will again come under pressure, Depending on the behavior 
of earnings, the rate of inflation for 1978 as a whole could fall within 
the 9-11% range. Although some of the rising consumer demand will spill 
over into demand for imports, domestic industrial production will be a 

major beneficiary with manufacturing output likely to rise about 5%. How- 
ever, little improvement in reducing unemployment is likely as employers are 
likely to increase output through more intensive use of existing labor. 


Corporate earnings, buoyed by North Sea oil and generally higher con- 
sumer demand, should improve in 1978 although the recent appreciation in the 
exchange rate will affect the sterling value of overseas earnings of U.K. 
corporations. 


IMPLICATIONS FOR THE UNITED STATES 


The British Government continues to emphasize the country's traditional 
liberal attitude towards foreign trade. Foreign investment is welcomed with 
a wide spectrum of local, regional and national bodies in place to facilitate 
the establishment of new industries. Substantial incentives are available to 
investors who are willing to establish themselves in areas characterized by 
high unemployment and depressed industry. With aggregate demand likely to be 
rising more rapidly in 1978, certain areas of the economy offer good prospects for 
American sales. Consumer goods should be an especially fertile market. In 
addition, North Sea oil production and processing and a healthy tourist in- 
dustry remain bright spots. Capitalizing on these opportunities will require 
careful attention to the pecularities of this market as our foreign competi- 
tors will also seek to maintain or increase their market shares. Our goods, 
however, are competitive in both price and quality and this extra attention 
will pay off not only in current sales but in future opportunities as the 
government's industrial policy begins to be reflected in expanded investment 
and sales activity in Great Britain. Among the areas which show prospects 
of responding well to American products are: 


Consumer Goods 


During the past three years U.S. exports of consumer goods to the United 
Kingdom rose almost 40%. Opportunities for U.S. consumer goods should con- 
tinue to improve with rising disposable incomes. Areas of special interest 
include furniture, fashion fabrics and in-home improvements where the "do- 
it-yourself" market is particularly active. 


Petroleum and Offshore Equipment 


Exploratory activity in the past six months has uncovered further impor- 
tant reserves under the North Sea. Despite HMG's preference for domestically 
produced equipment where such exists, there are many opportunities for U.S. 
suppliers. Most promising growth sectors are recovery and maintenance systems. 


Foundry Equipment 


Recently allocated government funds are attracting new private investment 





into this rundown industry. U,S, technology and processes are already well 
introduced here, but as the success of the Foundry International Exhibition 
in May revealed, there is still plenty of scope for U,S, suppliers particu- 
larly in the ferrous sector. 


Automated Business Equipment 


The success of the February 1977 show of business equipment at the 
London Center demonstrated clearly that there continue to be good oppor- 
tunities for U.S. equipment, despite heavy competition from other European 
countries and Japan, Although many British companies have restricted in- 
vestment levels in hopes of riding out the present recession, others are 
investing in labor-saving machinery to cut rising labor costs. 


Computers 


Computers of all types are still very much in demand and this is a sec- 
tor where U.S. preeminence is unquestioned, despite considerable local ef- 
forts, assisted by HMG, to develop a viable computer industry. Mini and 
microcomputers will have the spotlight at an upcoming computer exhibition 
scheduled at the London Trade Center from January 30 to February 3, 


Electronic Components 


Within the electronic components sphere, the U.K. market for high 
technology circuitry and semiconductors continues to present excellent 
opportunities for direct export. Of particular interest are microprocessors, 
RAM's, ROM's, and P-ROM's, connectors, rack and panel hardware, and opto- 
electronic devices. U.S. firms' best approach to consumer-type componen- 
try and less sophisticated discretes is either to manufacture under license 
in the U.K. or enter into some form of joint venture. 


Security Equipment 


The British market for security equipment continues to grow steadily 
with a provisional figure for 1976 at a value of $240 million. Imports ac- 
count for approximately 15% of this figure. Losses from crime and destruc- 
tion by fire have created demand for integrated protection systems for both 
industrial use, and more modest domestic systems. The security equipment 
show held at the London Trade Center in March 1977 drew interest from com- 
mercial enterprises, security forces and domestic suppliers. 


Communications Equipment 


The U.K. post office, by far the largest domestic purchaser in the market 
for new equipment, offers good opportunities for U.S, products which have no 
local competitors. Other opportunities could arise through collaboration 
with U.K. firms having well-established markets in the Near East and Africa. 
Data communication has a flourishing domestic market, as shown by results 
of the London Trade Center Show in January where 12 month projected sales 
amounted to $33.6 million. 





Aviation and Avionics 


A rapid change to wide-bodied aircraft has resulted in a marked rise 
in British passenger traffic, Moreover, air cargo handling has grown by 
15% from 1976 levels. Serious congestion at Heathrow is forcing increased 
use (and upgrading) of London's other airports, The domestic market for 
avionics and aircraft-related ground equipment continues strong, while 
a leading U.S. research firm sees Britain buying $3.8 billion in new civil 
aircraft over the next decade. 


Agricultural Equipment 


Demand in the U.K. for tractors and other farm vehicles is buoyant. 
New safety and noise requirements will add to this demand as will con- 
tinuing efforts to increase U.K. food production. Through September im- 
ports amounted to 684 million, compared with L52 million and b37 million in 
1976 and 1975, respectively. Expected major investments in tractor produc- 
tion by North American firms reflect confidence in the industry and in 
the distribution network potential. 


Process Control Instrumentation 


By 1982, the market may reach nearly $800 million with biggest growth 
in electric/electronic equipment for use in industrial organic chemicals 
manufacturing, petroleum refining, plastics and synthetic manufacturing, 
and pharmaceutical manufacturing. U.S. Process Control Instrumentation 
is technologically superior to the competition, making it particularly well 
positioned in this growing market. 
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